
E. n~ T""""" Procas Fdlt4lta TtIdI CtJll••"

S1. Since the early 19805, the FCC bas repeatedly expressed CODCenl that its tIrifting

process UDder section 203 of the Communications Act suppresses price competition IIDODg

commOD Cllriers. The reasons for this concan are sttailhtforwud. The tari1f process requires

that prices, tams, and conditions of common Cllrier service offerings be published and filed

before the service is provided.42 The carrier may not cbmJe more or less than the tariffed price

for the service.43

52. Competitors em be nlied upon to moaitor FCC .uf filiDp on a continuous

buis, so that this process provides notice of • price cut before it takes effect. Because

competitors can immediately match the price CUt when it occurs, the cmier iDitiating the cut

loses any first-mover advantap. This sceDm'io need DOt be repeated Won it becomes clear that

it would be fUtile to initiate a price cut in the hope of pining IDIrket sbIze on a rival for any

lppreCiable length oftime.44

53. In order not to forestall price competitiOD, the Commission emblrked on its policy

of "forbearance" or "permissive cIetarifIiDa," which in 1983 it exteDded to other facilities-hued

carriers tbID AT&T.45 In the iDterexchIDae IDIIket tbis DeW policy implied that the FCC would

require tariff filings by AT&T, the only "dominant" cmier, but not by MCI IDd Sprint. The

FCC believed that, for carriers I.cJdDI lDIl'ket power, detIriffiDa would more likely iDcrease

42 47 U.S.C. § 203(a) \Every MI!l1J1OIl cmier . .. sbaU •.• :file with the CommissionlDd
print IDd keep opal for public iDspection scheclules showiDa all cblqes for itself ... for
interstate and foreip wire or rw.tio commUDic:atiOll .•.•j. The 1Ull text oftariffs is available for
public iDspection from 1:30 1Dltil 4:30 every weekday Iftemoon ill the FCC's Tarift'Reference
Room.

43 Id § 203(c).

44 Se~ Orr & M8CAvoy, NJl"Q 1lOte 33.

45 Policies ad Rules ('.oawnin. RIles for Compedtive Cmn"'Oll <:mier Services IDd
FlCilities Authorizations TheicfOf, Fourth Report ad Order, 95 F.C.C.2d SS4 (1983).
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price compeddoa becm'M it would e1imiMe IICtioD 203'. reqaiI.... for IC1vaDced notice of

price c:bIDaa," .. e.xce1leat JDIClwniwn for iDdudDa~live Jlriciq....7 1be Com

mission fo1md that 'irlditiGllll 1mi1f Np1IdoD of DODdomiDlDt cmicrs is at odds with the

pmpoIeS of.. [CoImmmicItiODS] Act beca1_ it iDbibits price com:petiticm, lel'\'ice imaovation,

ad the ability of firms to IWpODd quietly to mBet treDds.'" fDdeed,!be FCC observed, the

1ari1I' ploceIS e:DCO\JDPCI AT&T's competitors to follow AT&T's lad, priciDa just below its

rates.'" Tbe Departmalt of Justice expseaed a similar CODCeIIl in 1990 1bat!be 1ari1IiD& pJOCeSS

promoted tacit collusion BOllI AT.tT, Ma, ad Sprint.50

54. Given 1bis repIatory lmtude ofpenniui"" detlritBDa, it could be expected that

NCl 8Dd Sprint would haw offered their .mces ofI'-tIrift' ad would have cballqed AT&tT's

prices. But MCl ad Sprillt paaally dec1iDed the oppoitllWty to foreao tIrif!iDa ad iDstead

CODtiDued to offer most of1beir.mea UDder tmft'.51 Furd+J"+rXe, MCI lCtUIlly sued to pre-

46 Policy -.ct Rules CoDeemiDa Rates for Competitive Ommon Cmier Services ad
FlCilities Authorizatioas Therefor, Furtber Notice of Propolld JbJIenW:jDI, 14 F.C.C.2d 445,
478-79 (1981).

047 Id. at 454.

41 Policy aDd Rules CoDcemiDI Rates for COIIII*titive Common Cmier Services ad
FllCiJities Authori.zIItiODS n.efOr, Fourth Report ad Order, 91 F.C.C.2d 59, 65 (1982).

'" Fourth Report lad Order, 95 F.C.C.2d at 510; Policy ad Rules CoDcemiDI btes For
Competitive Common CIII'icr Services ad Facilities AlIfhorizItiODS Therefor, Notice of lDquiry
aDd PJooposed RuJeIN!kinl. 77 F.C.C.2d 308, :;13-14, 358·59 (1979).

50 Reply Cornmeal» of the UDited States DepIrtme:Dt of Justice, CC Dk:t. No. 90-132, at 41,
44-46 (filed Sept. 28, 1990).

51 WheIl aDODdomiDlDt cmier files a~ it becomes e1Jective in ODe day. Se, 47 C.F.R. §
61.23(c); TIriffFiliDa ReqahemeDts for Nandominant Common Clrriers, Memoradum Opinion
md Order, 8 F.C.C. Red. 6752 (1993).
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vent the FCC from forbiddiDI DODdomiDant car.riers to file tariffs ad won the right to file tariffs

that the FCC did DDt WIDt.S2

55. OrigiDally, ATetT defended permissive detarif!iDa,S3 but, after it had beaun

offerina its own Tari1f 12, ATetT in August 1989 tiled a complaint with the FCC assertina that

MCI bad violated section 203 of the Communications Act by discoumiDi UDder the FCC's

detmifling policy. The procedural history of the C(\TD'l11ission's action on ATetT's complaint, and

the D.C. Circuit's review ofthe FCC's final order ruling on the complaint, are convoluted, but the

result is not. The permissive detariffing policy was vacated and remInded to the FCC, where it

bas remained in suspension.

56. The sipUficance ofthese conditiODS for competition is evident. MCI bad begun to

attract larae business customers; in respDDSe, AT&T introduced Tari1f 12. At that point, AT&T

soqht to have MCI pricing brought bIck UDder the tIriffina process that would reliably transmit

contemporaneous price iDformation.

57. It is no smprise, therefore, that the Califomia BIDkers ClariDa House

Association, the New York CleariDg House Associati~ the Securities IDdustry Association,

Visa, U.S.A., IDe., and other lqe business UIerS oftelecommuaieations services filed an amicus

brief in the Supreme Court in 18Duary 1994 supportiDa pennissive detIriffiD&, stating: "The

Commission bas Idopted such a policy on the JIOUIlds that it would, IIDODI other thiqs, 'de

facilitate' price collusion IIDODI tbe major camas in the hiahlY concenttatee1 market for inter

exchange telecommUDications .mces."'" The position of these consumers IIDticipates the

S2 MCI TelecommUDicatiou Corp. v. FCC, 765 F.2d 1186 (D.C. Cit. 1985).

53 &e Brief for PetitiODlf II 9, MCI TelecommUDiadiou Corp. v. AmericaD Tel. et Tel.
Corp., (U.S. 1m 13, 1994) (No. 93-356); Policies IDd Rules CoDcemiDa Rates for Competitive
Common Cmier Services aDd FlCilities AuthorizatiODS Therefor, Sixth Report ad Older, 99
F.C.C.2d 1020, 1027 (1985).

54 Brief Amicus Curiae of die CalifonIia Beakers a-ma Houle Association et al., at 2,
MCI TelecommUDications CO!p. v. AmericID Tel. & Tel. CoIp. (U.S. Jm 13, 1994) (No. 93
356).
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JXopeasity for 1ICit col1uIiOll -S1lae tole oftbe tmmDI )XOCIiS in~" tbat ]JlOpeDSity.

By 1Ite 1993, in its ftIDpt to JeweStlbIish detIIri16DI after remand from D.C. Circuit, 1be FCe

repeated its wmdDa, but with • distiDct Vlri8ti0ll in worcliDa: ~0D&111rift' lep1ation of

DQDdorrrinant carriers ... is tIt:tIIIllly ct1II1IIll1'pI"OIIIIt: siDce it call iDlDDit price CClIDJJCtition,

.mce imlovation, eDDy into the market, -s the ability ofcarriers to respond quickly to market

treDds.,.55

55 Tariff F'1HDa Requhemeats for NODdomiDmt Cmiers, MerDOrIIldum Opinion ad Order, 8
F.e.C. Red. It 6572 (cmpbuis Idded).
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IV. PaJa-COST MAaGINS FOR LoNG-DISTANCE SERVICES HAVE RIsEN

SINCE 1990, As MAJucET CONCENTRADON lIAs STAIIILIZED

EstiIaIItiD. 01Lo.,.Distace1WuI1IIUIMupud Costs

58. Price-cost maraiDs are .m-ted in order to compare market behavior with the

predictions from the Coumot, Bertrand, and tacit collusion theories. Prices for the following

services offered by AT&T, MCI, and Sprint are reported in AppeDdix Table Two: Message Toll

Services (MTS); outboUDd WATS with switched access, with dedieatecl access, and with 36

month dedicated access; inbound WATS with switched and dedicated 8CCeSS; and Virtual

NetWOrk Services.56 The brand names of the specific services and the assumptions regarding

customer calling patterns are shown in Appendix Table One. As indicated above, regulated

cmiers may not charge more or less than the tariffed price, so these tariff' prices are trmsaetion

prices rather thin ODly list or quoted prices.57

59. MafIinal costs are estimated as the cbqe in total costs as a result of total output

chanles. For lona-distaDce services, such maqiDal costs equal the sum of access charges and

iDcftmen1al opaating expeues iDcurred for calls. Access dsIrps for the period 1985·92 are

from the FCC's Statistics o/CoJll1flll1llcations Commo1l Caniers,"1DCl for 1993 these charges are

from WEFA's EcoltOmic btrptM:t of Elimi7lllti1lg tM LbM-of-BusiMU Rutrlctio1l$ 011 tM Bell

COmpan;U. 59

56 The rile data are obtliDed from H1'L TeJ.....eaaeat. Ltd HTL collected tarifti for the
services shown ill Tlble ODe aad calculated rates bued OIl the IIIUIDed customer caJUns paem
shown in Table Two.

57 A complicIIiOilIriles with raped to ccmstruet:iDI price iDde:xes for these .-vice offeriDp
tbIt have embedded in tMm .-DtY discouDts. To coatrol for tbeIe diJcoUDts, I bold CODS1I11t
DIlle levels in calcuJetiDa priCHlOlt mqiDs.

" 1992·93 COMMON CAlUU!Il STAnSTlCS, ""0 DOte 11, tbIs. 6.2, 8.9.

" WEFA, :EcoNoMIc IMPAct' OF EuNlNATING mE LINE-or:-BUSINISS1tEsmcnONS ON nIE
BELL COMPANIES 16-17 (July 1993) (citiDI BeUcore data). Access chirp estj!!1Ma obtaiDed
from the FCC and Bellcore are essentially the sale.
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60. IDcatIDiUlal -.peDMS ~ thote IIIOCi8led with IID&1l chanps ill total Jel'Yice

levels. The cummt AT&T, MCI, .. Sprint systaDS haw saflicieDtly 1arp ClplCities that

IDIIJiDal chaps in total 0UIpUt do DOt DeCelsilate expmMDs of fiber capacity, 10 that tbese

ex:pemes are limited to direct ad variable oadays cmly.*' weA esti'm*S that average

iDwemental costs ofIODI~ savice equal SO.01 per mimIte, wberas Bellcore estimates

that tbeIe com are iippioJri....ly SO.OOS per mm._, ICCUicliD& to its Network Cost ADalysis

Tool.6J Neither WEFA DO!' BelIcore diJtiDIuishes its COlt esftmetes IIDODI iDteiexcbange

carriers. CboosiDJ the more CODIeI Vltive estimate, 6'om WEFA, the resul1iDa Wlrpw costs of

long distaDce service Ire shown below.

to EvideDce supponiDa tis tMml is camained ill die FCC's NpOI1, CcapetitioD in die
IDteistate IDterexchaae MIIbiplICe, 6 F.C.C. Red. It 5110. ID its nport, die Cmunission
apes with a study pepuecl by AT&T Bell Labondories that caacludes tbIt MCI lad Sprint
could immediately abIorb • much u 15 pII'CleDt of ATATs b1... day .me without my
expensjon of their existiDI capacity. This IDNDS tbId IIIIrIiDal chanps ill output do DOt require
expenditures for iDa....., capacity ft'I!CISkm.' FW1baWOJe, ICCOIdina to the Bell Labs study,
full provisiODiDa of SpoiDt's.-wOlk would..Ie it to IIl"Ye from 257 to S13 biDiOll minutes of
trdc. Id. It 5118. By 0DIIIf*bcm, AT.tTs total iDta-.e IWitdIId ICCeIS miJmtes in 1992
equal 212 billion mUmres. 1992·93 COMMON CA.lWER STAnmcs, ""(1 DOte II, It tbl. 8.10.
The FCC abo ...with die ftncIiDl of the Bell Labs study that within five montl", MCIIDd
Sprint toletber could Idd ipjAOXilDllely 2S billion I"rimItes of caplCity for a combiDed cost of
approximetely S600 million. 6 F.C.C. W. It S118. On the basis of these fiDctiDp, the FCC
CODCludes that "AT&T, CCJIDIlCtit.ors have subscmtial excess CIpICity available immediately and
in the re1Itive sboI't-1InD." Id. It 5819. FiDIIly,. 1989 Ja•.m pIPeJ' by two IDfIDbers oftbe
FCC's OfIice ofPIaDs lad Policies caacludes 1bIt, ifODe IaUlDCS tbat ATaT em serYe the eatire
IDIrket, then the available c...city of MCI, Sprint, ad other CIII'iers equI1s 146 perceDt oftotal
IDIrket demand JOHN R. IWUNG & KA1HLEEN B. LEvITz, WHAT MAKEs THE DoMINANT FIlM
DoMINANT? (FCC, OPP WorkiDa PIper No. 2S, 1919).

6. WEFA, mpra note SS, at 20-21.
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EsTIMATED MARGINAL COST OF JNTER,STAT! SWITCHED ACCESS

.......e--......,
0.14 r---------------------------..,
0.12

0.10..

0.00

61. The~ let of_in•• is 1IIed to dneIop ..._ ofprice-colt mqiDs

for Ie\'eD di1rceut types oflOlll-diltllDce .-vices duriDI die pe:riocl1987.93. 1'heIe price-cost

~ aDd tbe HHlaes for tbe four~or CIIeIories of.-vice diIcu.-l in Section U (MTS,

iDboUDd WA'IS, outbouDd WATS, aad VI!IUI1 Netwolk SeMces) .. med to amine the

telatiODSbip bet'weeD CClR'ibaDon ad m.abt behavior in the last decide,
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B. D~ R, .........1'rb-CostJI""'IIIUI~. 0... TIIIIt

62. _De nlatiODSbip betweera priee-cost m-.ms aDd cooceatiatiOD by ~or service

CltelOIY Il'e shown below.62 In MTS, priee-e:ost m-.ms rise sljlbdy but CODSisteDtly hm 1988

to 1993. The marams of 1be three finDs Il'e .. "tjally ideDtical over most of the period,

reflectiDa the UDderlyiDa similarity of their prices (the tbree films by assumption bave the SIIi1e

maqiDal costs). DuriDa this peri~ zurket coDCeDtlaticm, as meaand by !be HID, &lis from a

level of 0.76 in 1985 to 0.54 in 1993. AIm 1987 1bae is aD iIIvene telldioo between profit

marams IDd the HHI - • 00DCeIJ111ItioD decliDes. !be tine Jeectinl &rills' priee-c:ost margins

iDcrase.

63. Priee-cost -.ms far iDboaDd WATS (usiDa IWitdIed ICCIlIS) show diffaCD.-:es

-.nODI the three firms in 1919, after which 1taIt ctifl&eace pdua1ly disIppears. Marain levels

Il'e stable to 1989, after which they rile .....i1y. In pll'ticu1lr, AT&T's priee-c:ost IDIrIin

remains cansjsremly hiaber dIIIl those of MCI ad SpriDt. Tbe IMI'IiD 1eYels for all three finDs

show steady iDcrases OWl the period 1919-93. The HID __ for jDboaDd WATS beaiDS at

1.0, ret1ectiDg AT&T's IDOIlOPOly position to 19861Dd dim &Us rapidly to 1990, after which it

stabilizes at 0.53.

64. The prie:e-cost IDIIIiDS for outbouDd WATS (usiDa switched 1CCeSS) by AT&T,

MCI, and Sprint show. steady rise over the period 1988-93. After 1989, the margins ofthe three

suppliers are quite sjmilE, ... foDowiDa from the UDderIyina uniformity of their prices. The

HHI series for outbouDd WATS shows. npid dectiDe ill the period 1985-88 from a level of0.75

to 0.42, after which it stabilizes.

62 Tbe priee-cost DIIlP IDe! HID __ nported in this IeCDOO iDclude ODe iDbouDd WATS
Iel'Vice (switched 1CCeSI) .ad ODe outbouDd WATS JerYice (switched access). AdditicmaJ
iDformatiOD OIl iDboUDc1 WATS UIiDa dedicated ICCeSS IDd outboUDd WATS usiD& dedicated
ICceSS (both UDder mcmtb-to-moath IDe! 36-mODth COD1mCtI) is comaiDed in fiaures ICCODlpa
DYiDI this affidavit.
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65. FiDally, the price-cost margins for Virtual NetWork Services exhibit a relatively

high degree of variation among the three firms in 1989 and 1990. After 1990, however, the

JDIfIins for AT&T, MC~ aud Sprint are quite close, with Mel remaining at a lower level. But

the mn series shows a slight increase from 1985 to 1986 to a level of 0.65, after which it falls to

a level of0.50 by 1989, and stabilizes at 0.47 by 1992.

66. These finding are DOt sensitive to the estimates ofmaqiDaI cost employed in this

analysis. In order for the trend in priee-cost margins to be reversed, maqiDaI costs would need to

be increased by more than 57 percent in 1990 and by more than 75 percent in 1993, relative to

marJiDal costs in 1985. Recall that maraiDI1 costs iDclude ICCeSS charges aDd operating costs.

Since there is little disparity in tbe access cbaries reported by the FCC aDd \VEFA, for the trend

in price-cost margins to be reversed, maraiDI1 operatiag costs would need to be increased by a

factor offom in 1990 aDd a factor of five in 1993, relative to 1985, to change the direction ofthe

relationship between concentration aDd priee-cost maqiDs.
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PRICE-COST MARGINS AND MARKET CONCENTRATION
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PRICE-COST MARGINS AND MARKET CONCENTRATION

WATS SWITCHED INBOUND (200 HOURS PER MONTH)
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PRICE-COST MARGINS AND MARKET CONCENTRAnON
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PRICE-COST MARGINS AND MARKET CONCENTRATION

VIRnJAL NETWORK (10,000 HOURS PER MON1ll)
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67. The price-cost... shown bere II'e DOt cmIy risiD& in the presace of falJjna

market CODCeIIII'Iticm, tbey are 1110 hiab in absolute lnels. HiP priee-cost marams encourqe

emry by firms lbemptiD& to .mprofits above the competitive level. Such eatry his the effect of

em•• margins to decJme IS pice c:ompetitioD intensifies UDIil the pojDt at which fizms in the

iDdusay am the competitive rille of reIUrD. Ho~, 1be evideDce on priee-cost margiDs for

AT"T, MCI, IDd SpriDt show DO decliDe in mat'IiDs of the type that would be IDticipated if the

IIIIrkets for these loq-diltmce ICI"Yices were competi1ive. Thus the 1IeDds in priee-cost marams
rebut !be case for BertrIDd behavior, because that would result in declining marams over time.

68. Furtbeiwore, tbe IDII'JiDs are hiP in absolute value relative to those in other

iDdustries. For eumple, in _ smnple of284 iDdustries, Domowi1z, Hubbard, IDd Petersen report

1bat!be -venae priee-cost maqiD in 1981 equals apptmeinoately 0.275.63 Thus the average price

cost IDIfIin for 1bese 284 iDdustries equals sliIbdY more thaD oae-tbird the 1993 priee-cost

mat'IiDs for MTS, iDbouDd WATS, md outbound WATS, ad approYimeteJy 52 perce:Dt of the

mqin for Virtual Network Services. Domowitz, Hubbard, IDd Petenm also split out the most

ccmuabated industries in their 1IIDP1e for which !be top four fizms ICCOlIIIt for at last 81

perceIlt ofsales. The avmae price cost mqin in 1981 for tbeIe iDdustries equals lppIoxi!Dltely

0.330, which is less ODe-half1be 1993 mqin for MTS, iDboUDd WATS, outbound WATS, and

sligbdy less thin two-thirds the mqin for Virtual Network Services. In SUDl; by refCleDCC to

Dearly 300 other iDdusIries, 1be profit mqins amed by AT&T, MCl, IDd Sprint for 10Dl

cIistmce services Ire Ia'ge in absolute VIllle, iDdiCItiDg the prtseDCe of DOD-COIDpditive

performance in these JDlrkets.

63 Ian Domowitz, R. Glam Hubblrd " Bruce PetII..,1JJui1M1S Cycles and tM IWtztioruhip
JRtMDI CDnc.1II7l1tiJm tI1Id Pri&.-CDst MIrfins, 17 RAND J. EcoN. 1 (1916). They deJiDe the
price-colt maqin u (Value of Sales + a.aae in IJMi:aIories - Payroll -Cost of MalaWs]
divided by [Value of Sales +e-ae in ImlDtDries]. Tbe 284 industries Ire four-diait StaDdlrd
lDdustrial Code industries IS cJefiDed by the U.S. Bureau of1be Census.
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69. The relationship between price-eost maIJins and market concenuatiOD am also be

evaluated with a stltistical regression that allows other important factors to be held constant.64

Thus, a regression equation is specified in which price-cost margins Ire determined by HHI and

variables indicating service type.

70. Because of differences in the behavior ofprice-eost maraiDs over the period 1987-

89 versus the period 1990-93, two di1Jerent repessions are estimated corresponding to two

periods. The price-cost margins for each service are weighted-averaae profit maraiDs, where the

weipts are the firms' market sban:s. The results of the two repessioas are reported in Table

One.6S Both regressiODS explain over 8S pen:art of the variaDce in JDUBiDs, mi both exhibit

patterns ofestimated coefticieals allowing the testina ofhypotheses on Jlllrket competitiveness.

71. Accordina to the Bertrmd formulation of interfirm behavior, if at last two thms

have the capacity to provide all the supply in the market, tbeD priee-cost maraiDs should decline

to competitive (zero) levels. In ccmtrast, the Coumot CODSttUCt lads to predictions that price

cost margins will c:cmverae to the HHI divided. by the (absoIUle) value of the elasticity of

demmd,66 1bus, declines in the HHI should result in decliDes in profit m.qiDs (lIS in the illus-

64 A repession uses one or more expllDlltDry \Wiables to ICCOUDt for mation in • depeDdeD~
Vlriable. For example, chaDaes in income may be used to explain or predict chaDaes in
consumer spendina. In the CUD'IDt coaleXt, chaDaes in the level ofmuket COIlCeIl1nIIion are used
to predict chaqes in priee-cost JDIrIiDs.

65 In the repessiOD, the arbt sba'es used in c.lcmJaDnl the wwiaJt1ed averap price-cost
IDIJ'Iin are taken from MultiMdODll BusiDess Services, IDe. for die period 1915-90. For the
period 1991-93, the market shales are predicted OD the buis of a repession of each service type
OD total toll rewIlUIS. To1al toll revenues for 1991 aDd 1992 are obtliDed from the FCC. 1992-93
COMMON CAIUUEIt. STAnmCS, supra DOte 11, at tbl. 1.4. Total toll revenues for 1993 are
obraiDed fnxD the FCC.l.cNi DIsTANCE M.wc!T SHARJ!S, NlJ'Q DOte 21,. tbl. 6.

66 JEAN TDlOLE, THE l'HEoaY Of 1NDUsmAL ORGAN1ZAnON 223 (MIT Plea 1918). In the
repessiODS sbowD ill Table 11ne, it is IISUDIed tbat the (abIoIU1e) value of die e1IIdcity of
cIcnand for each of the services equI1s 0.70. This equals cumat esrimetel of the elasticity of
demand for total iDtrILATA toll .-vice. SII, LEsT!:a D. TAYLOR, 1'El.ECoMMUNJCAnoNs
DEMAND IN THEOItY AND PRAenCE (KlU'Wer Ac8demic Publishers 1994).
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1II1ive table OIl JIIIIC 24). OIly die _ GOIllIIion1bIory is eoasistent with &1IIDa mil ad dsq

piCHOlt IDIrIiDI beoIuae die extem of1lcit collusioa depeDds OIl~ _ ormIket

more stable (oace HHI is CfAIItaDt), price-coJt IDIIJiDs should iDcraIe if tacit collusion

dominates the priee-1eUiDa process ICrOIS*- firms.

72. The first repuioa cowriIII1be period 1917-19 Ibows that decIeues in the HHl

Ire auociated with iDaeues in pricD:ta mqiDs, aDd this eRn- is .;p;firant at 1be five

paccDt CODfideDce level. ThIt is, OD the buis ofthis repasioa, ODe CID !eject the claim that no

re1atiODSbip between the HHI aDd the price-cost IIIIqiu exists. However, the seccmd repession

for 1990-93 shows an inverse rUtjonship betweeA market coacea.uatioD ad profit maqiDs that

is ltrODIer aDd much more .asucaJly siJnificant thaD the te1ItiOlllbip for the period 1987-89.

ODe CIDDOt reject the hypotbesis that, IS 1be HHI CCJDIiDues to decline, price-cost maqiDs

iDcreue siJDifiClDtly.

73. These results !eject both the Beltuwd ad ComDot 1bearies IS to • l'IDIC of

COJrIIMtitive behavior. 'Ibe ot.rved re1ItiODSbip betwea 1be pie:e-c:ost maqiDs aDd HHls

establishes that dec:reues in matket c:oucentnd.ion for lema-disbmce .-vices are IISOCiated with

increases in priee-cost maqiDs. 'Ibis JelatiODlbip can oaly be explliDed by firm iDteIaction

buecl on tacit collusion: die __ 1Irp I01D'CIS 'of iDterLATA iuletachale services Ifter 1990

ICted as if setting prices to majntain tbcir market shares would result in opeaatiDg income

maqiDs sianifiClDtly in excess ofcompetitive levels.

c. 7Jle.,.."~a1'rb-OJItM.,.,uu/.r DIt/...SnPka

74. It is also poISDle to evaluate the relatiODlbip of price-cost mqiDs aad IDIIket
• '-. ., 10._. • _~ • eL_ ~:_ •

cc:D:eDtIation "7 exemmtDluuw JDIrIIDS ..... CODCCIltntiCD vary across IIIl; uliRleat serYlce

CIIteIories. The two tepessioDS iDclude variables for the clitraeDt 1elVices, with the eate,ory of

MTS IS the~ case" III'Yice apiDst which otbers .-e adjusted (becauIe MTS is'the only

-.vi,.,. '" th~ ctudv mm:hased urimarily by residential or !lOll-business customers). Coefficients



for the service variables can be imefpreted IS indieatiDa the impact on marJins of each service,

holding the HHI fixed, relative to the marain for MTS. For example, in the first regression, the

estimaIed coefficients for the three outbound WATS services (switched, dedicated, and dedicated

with 36-month contracts) indicate that the carriers earn lower price-cost marJins for these

services than for MTS, holding market concentration CODStaDt. MOteOver, this effect is more

pronOlmced in the second regression (1990-93), as evidenced by lqer (absolute value) coeffi

cients. Both regressions show that there are DO stBtistically siJDificant differences in margins

across the three outbound WATS services.

75. The lower marJins for outbound WATS relative to MTS can be explained by

characteristics of demand on the part of larae business users. Unlike residential IDd small busi

ness customers, large businesses can (at some suppliers' prices) eccmomically build their own

private netWOrks. This ability to self-provide selected loq-distaDce services bas the effect of

increasing the eludcity of demand for those services. FurthennoIe, as a result of their larger

expeDditures on phone service, busiDesses have an iDceDtive to mODitor rates more closely, and

thus are less likely than residcDtia1 customers to stay with a particul8r carrier if its rates become

relatively high. NODCODlpetitive prices are inversely related to the elasticity of demand so that it

follows that these prices for services purchased by customas with relatively elutic demands

would have relatively low priee-cost marJins. Such prices would be tbe most important result

from firms taking recourse in the tlCit collusion process - the ability of carriers to cbarie

outbolmd WATS customers lower prices while keepiDa WA18 inboUDd IDd MTS prices high in

margin terms adds critically to the profitability ofall suppliers.

76. With respect to switched md dedicated inbounct WATS services, the first

rqrasion shows that clurina the 1917-89 period, priee-cost IDIqiIIs CD tbeIe services were

limn.. to those for MTS. Tbe IICODd repessiOl1 shows 1bIt mqiDs GIl iDbouDd WATS were

lower than those earned OIl MTS in the 1990-93 period, by a Sbdistic:aUy sipifiClDt IIDOUIlt, but

in absolute terms by the smallest amount of any class of .-vice. Tbe matJins amecl OD the
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switcbecllDd cIedicIIM_~ WATS Iel'Yices are DDt sipifieatly cliiMeDt from ach other in

either period."

77. TIle filet tbIt...OIl iDDouad WATS Je1ad~ to MTS were lower in the latter

period may be due to the lick of 100 IlUIDber portIbility tbIt IlXiIW clmiD&~ of the earlier

period. Tbe iDability of CUS'Omas to 1Ike 1beir 100 IlUIDbe.rs with 1bem wbeD cJvmlina carriers

made it less likely that other camas in the III'1y period would UIe price discouats to iDc!euc

mcket shares re1Itive to AT&tT. As BOO number ponability beclme possible duriDa the latter

period, the second IDe! tbird cmien could iDc!euc their sbIJe-piDiDa ICtivities which would

have the effect ofIoweriDa profit~ that cmiers let ill the late 19805 and 1990s. Even so,

JDIII'Iins increased over the lderperiod IS sbares of1bae tine fimas _1IDe more equal.

78. FiDally, JDIII'Iins elIDed on the provision ofViItual Network Services were lower

1baD MTS IIUII'IiDs in both periods. This too is cxaistlmt with Jarae busiDess customers beina

more able to substitute away from Virtual NetwoJk Services iD respoDIe to relative price

increases. The evidence I1so ....-,s that cmicn' ability to diJcrimiDate .pDIl customers

cfemmctinl Virtual Netwmk Services iDc::nues in 1be latter period (the arimwted coefticient for

Vircual Network Services falls substaDtially in the JeCODd reJmve to the first reJl'CSSiOD), IS

shares ofthe three carriers stabilize ad prices become ideDtical.

67 In IdditioD to 1be I'IIIIftIIion reported in Table ODe, .l1temIdve repession was emmlted
in wIIicb ach of the Ina .-vice VIriables were multiplied by the mu for tbIt .-vice. This
specifiCiliOll allows the HHI to have d.ifIirent efIilcts on priee-cost DIaIJiDS for diffealDt -mea,
IS oppaeed to the repessioa in Table ODe which CWiUainI the HID to have the IDe effect on
ach of the .mea. !be xe.lts of 1be lltemative resr-ion show the lime orderina of price
cost DIaIJiDS am.ona ~ca. DediClted IDd switched outbouDd have the lariat priee-cost
mqins, followed by virtual DetWork, dedicated ad switched inbound, and MTS.



v. TACIT COLLUSION ExPLuNs MAItKET PERFORMANCE WBILE
Onn:a MORE COMPI111M Tuoms Do NOT

A. FiIuIiII"

79. The evidence shows that price-eost margins in the period 1987-90 were generally

stable for the several long-distance services, but then beain increasing in the face of falling or

stable market concentration in the period 1990-93. This "tum 1I'Ound" CImlot be explained by

the Bertrand theory, which predicts that price should converge to maraiDI1 cost whenever there

Ire two or more firms. Neither can it be explained by the COllmot theory, which predicts that

decreases in market concenuation should be usociated with clecJiDina priee-cost margins. Only

the tacit collusion framework for pricing can explain the rise in margins as concentration

declines.

80. Further, eenaiD cbaaes in market CODditions would ICCOUDt for iDitially &Jling

profit margins followed by risiDa profit~. Replatory CODdi1ions in 1be earlier period

made tacit collusion more difficult and therefore collusive rates lower. Priee-cost margins in the

earlier period can be associated with AT&T's response to the other 10lIl distance cmiers allowed

to pay lower access charaes for less-tban-equal access coDDeCtions by the LEes. This

diffaential, if it exceeded the IIDOUDt necessary to COIDpCIIate fiDal users for unequal 1CCeSS,

gave MCI and Sprint a cost Idvmtqe, which when passed on to CODSUDlers, beclme a rate

advantage that AT&T could DOt mike up in order to hold mmtet share without reducing its

price-cost margin. For AT&T DOt to reduce but to bold to its margins at pre-divestiture levels

would only have iDcreued MCI's md Sprint's mazket shares more as they took advantage of

their lower access costs. The ICCeSS chirp differeDtial offered by the FCC thus bid the effect of

reduciDg the overall rate level, as AT&T souPt to limit MCI's 8Dd Sprint's expasion ofmarket

shares.

81. But bre is. more bIIic I'IIIO!l why Ibility and iDce.,tiw to establish stlble tacit

collusion was limited before 1990. At the time of divesdture, AT&T's share of total toll
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reYeIlUlS was 91~ wbUe MCI ad Sprint held 4.6 _ 2.7 pen:eDt, respectively.61 TlCit

collusion would have beeD iDbeieutly ttif5cu1t at that 1ime because AT&T's market share was too

Iqc. It would haw beat lIIIpIOfitible for Mel IDd Sprint because their futures depended on

1akiDa IDIrket shale napidly. 1'beh pUIs from bniJctina customer volume outweiJbed ClIIJeDt

profits or hiah JDIIrIiDs with IIDI11 C\IStoIDer volume.

82. Thus, market ItnIetUre CODditioas cIuriD& die period 1914-89 opnted to reduce

iDc&Itives to tacitly collude in a cnch"ble IDIDDC!P. By 1990, tneral iwpoIlIiDt chaDaes bad

occarred that chaDpd die iDceatives ofthe tine finDs to do so.

83. EqualICCeSS J.d bee:D 1Cbieved, so the CcmmjajOD'S built-in diIcouDt on ICCeSS

costs for the other carriers WIS Icme, thereby e1jmiMring the SDIIlcr carriers' cost Idvantage for

Khieviq pin in market shires." AT.tT's decline in JIIII'ket shire pve it reaewed iDceDtive to

tbreIIeD MClIDd Sprint with cred1"ble price reducticms - the relative impoitalA':e of profitina

fJom exiFtinl customers~ while tbe importIDce ofprofitiDa from fbture customers rose. At

the .me time, MCI's ad SpriDt's laqer market sh8es pve them more iDceutive DOt to discoUilt

AT&T's prices - the imponIDce ofprotiting from exiJrinl customers rose, while profit:iDa fJom

Idditicmal customers did DOt. St8ble shires provided the mutually most acceptable frImework

for the tbree Iqe iDterexchange cmiers to each set rouably simnw ad iDcreased priee-cost

JDIIrIiDs.

84. MqiDs across service eateaories in the 19905 estIblishecla Idem tbat CODfirms

the presax:e of tICit coll\1Sion. In pll'ticular, mqiDs inversely related to denumd elasticities

jmply tlCit collusion aDd the hiPest JDIIrIiDs in fict were set on those services posited to have

~ least elastic demands, Services with demands from least to most ellstic would be MTS,

61 1992-93 COMMoNCAIWD STAnmcs, 811/1'11 DOte 11,attbl.1.4.

" Equal access was eslablilbed on • IDd-oflice by ead-dice or tIDdem by tlDdem bais
IDd so was IlChieved pwlually over time. By 1987, equal access bad been achieved in
IppfOximately 70 percent of eDd-oflices, aad by 1990 it had been achieved in essmtially all end
offices.
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iDboUDd WATS, and outbound WATS, in that order, because opponunities for self-provision by

Jarae buyers are peatest in the WATS eatepies ad pater for outboUDd than inbound WArS

customers. Also, WATS customers, becaute of their relatively laqer purchases, have an

incentive to monitor rates more closely thaD MTS customers. As shown in Table ODe, the levels

of priee-cost margins from 1991 to 1993 were lowest for outbound WArS services, followed by

Virtual Network. Services, inbound WATS, IUd tIleD MTS. The fict that JDIr'IiDs eamed on MrS

exceed those on business services, holdiq CODStIDt the effect of HHI, establishes that carriers

have discriminated apiDSt specific classes ofcustomers in a noncompetitive pattern.

85. In summary, DIIrket conditions cbaDaed after 1990 in ways that: (1) enhanced the

ability and incentive ofthe three major camers to set noncompetitive prices in a credible mazmer;

(2) made competition on the part ofMCI and Sprint for AT&T's shire less likely to benefit them;

and (3) thus made tacit cooperation feasible. Therefore, the price level that could be supported by

tacit collusion increased over time and, after 1990, hiIba' priee-cost JDIr'IiDs wen: not

competitive on any dimension over time or ICrOSS services.

B. COlldllSiDli

86. The market for iDterLATA services is DOt competitive. AT&T, MO, aDd Sprint

price their long-distmce services u if 1ICitly colJudiD&. Such. zesult is iDcoDsistent with the

stated goals of the AT&T divestiture judplent, aDd with the public-iDterest stIDdIrd of the

Communications Act.

87. The ircmy of the divestiture is that this sepDeDt of the telecommunications

industry, which the policy makers 10 hopefully believed could be competitive after 1984, is tell

yan later mired in oliaopolistic iDterdepeDdeDce. This coDdition is CClIDpOUDded by the

iDtcrLATA service prohibitioD .inst eDUy of local m:Jwnp cmiers that his sheltaecl AT&T,

MCI, aDd Sprint from sipifiClDt competitive eatry that would have made tICit collusion

impossible.

- 53-



18. 11IIIS cnmpetitive pial flam DOC eatry iDto iDleistate ..LATA service

1IVOU1d be ..m.ati·) today becaJ. 1be mamts DOW depart from the campetit:ive behavior

pettem eDVisiODld by tbe bluets ofdie MFJ. Tbe IIdry of the DOCs into the iDterexcbInae

markets could make these mcbts It least IIl\1Ch IDOIe competitive .... they .-e cmreatly. For

this rason, I urae the Court to VICate die NFJ IIId nmove tile iDterLATA restriction on

iDte.titlte service by tbe Bell opealtiq campaies.
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I hereby swar, UDder penalty ofperjury, that the foreaoing is true and correct, to the best

ofmy knowledge and belief.

Subscribed aDd sworn to before me this~ day ofJune, 1994.

My commission expires: HowIIber 30, 1998
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TABLE ONE
MA.ItxET PERPOItMA.NCE baUSSJON

D!PENDENT VAIUABl.! IS WEIGHTED AVERAGE PJua-eosr MARGIN

1917-1990
TforNull

Pam:ueter StaDdmi Hypotbesis: SilaifiClDCe- . Variables Estimate Enor PaIlDllter - 0 Level

IDten:ept 0.81 0.089 9.2 0.0001
HHIIE1asticity ofDenwnd -0.20 0.093 -2.2 0.0500
Switebed OutboUDd -0.15 0.049 -3.2 0.0077
DediC8ted 0atb0UDd -0.25 0.049 -5.1 0.0002
DediC8ted 0utb01IDd, 36 ""'IIths -0.30 0.049 -6.0 0.0001
Switcbed IDbouDd -0.03 0.049 -0.6 0.5670
Dedicated Inbound -0.09 0.049 -1.8 0.0995
VinuaJ Netwolk -0.43 0.045 -9.7 0.0001

R2 -O.9025
Number of ObservItioas - 21
Elasticity ofDemand - 0.70

1991-1993
TforNull

PmImeIer S1mIdIrd H)IpOtbesU: SiFificace- . Vlriables Estimate EIror PInmetet-O Level

lDteRept 2.26 0.289 7.8 0.0001
HHIIElasticity ofDmIDCt -2.03 0.372 -5.4 0.0001
Switched Outbound -0.68 0.130 -5.2 0.0001
Dedicated 0atb0UDd -0.77 0.130 -5.9 0.0001
Dedicated 0atb0UDd. 36 mombs -0.92 0.130 -7.1 0.0001
Switched IDboUDd -0.06 0.029 -2.2 0.0400
Dedicated 1Dbo1md -0.14 0.029 -4.9 0.0001
Vinull Network -0.45 0.045 -10.1 0.0001

R2 -0.9117
Number of OblervltioDs - 28
Eluticity ofDemand - 0.70



FIGURE ONE

PRICE-COST MARGINS AND MARKET CONCENTRATION

WATS DEDICATED OUTBOUND (1,000 HOURS PER MONTH)
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